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[ Major findings
1. An objective of analysis.

The main objective of this study is to analyze financial problems of medium-
size firms in order to get a general picture of financial conditions and practices
of these firms in Korea. By tracing sources and uses of funds, we may obtain
a clear picture of financial operations of these firms. The reason for relying
on a field study to draw a general picture of financial problems is that shortages
of reliable data are very acute in Korea, Under the circumstances, a more
meaningful conclusion may be obtained through detailed analysis of individual
firms rather than utilizing unreliable industrial data.

In this study, the writer carefully selected 10 manufaturing firfn from textile,
chemicals, metal products, machinery, printing, and electrical appliance. All of
them were recognized as good models for other firms to follow by the Medium
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Industry Bank™ and fall under the category of medium-size firm. 1 personally
visited all of {en bompanies and talked most of their executives,

Among ten firms analyzed,” the details of only  four ‘cases’ are presented
in this paper due |to the limited space. The writer admits that this analysis
may be subjective in its judgement and limited in its scope. It may be
subjecitve due to the fact that, since financial data of even carefully selected
firms are still very crude, a judgement becomes a qualitative one based upon
personal judgement and impression with them. It may be also limited in that
characteristics of tén companies can not necessarily be the typical firms among
all manufacturing |firms. Nevertheless, the writer hopes that this study will

contribute to the #nderstanding of medium-size firms in Korea.
2. Question on the reliability of exisiing financial data

Let me indicate, first of all, why the existing data are unreliable by de-
monstrating the nature of capital structures of major industries as an example.

A major criteria characterizing . capital structure of any firm is the balance
between all borrowed funds on one hand and ownership funds on the other
hand, both of which constitute the financial resources of a business. This
balance can best be expressed by what is known as debt ratio (total debts/total
capitalization). The following table is a summary of capital structure of major
industries (by using 327 samples) for the year of 1964 prepared by Research

Department, The Bank of Korea.
anufacturing - Mining Electricity Construction

Borrowed Funds 50.11% 43.27% 39.78% 29,91%
Ownership Funds 49, 89 56.73 60.22 70.09
Debt Ratio 100. 43 76.30 66.07 42.69

Source : Business Analysis (1965), The Bank of Kerea.

e Table, more than half of total capitalization of major

industries appear to have been supplied by ownership capital. Literally speaking,

it can be said that the capital structure of our industry is not unsound.
However, what can actually be observed is quite opposite. It is not far from

the truth by saying {that most of medium-size firms are under a great difficulty

due to the lack of financial reserves.

As indicated on

1) The Medium Industdy Bank designated 50 firms from medium-size firms in this country as
good models for other to follow in the yesr of 1966.

2) According to the Mellium Industry Bank, a company is defined as a mediumsize firm whose
employees are less than 200 and its capital is under 20,000,000 won.
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The reason is that the balance between equity and debt is jeopardized by
utilizing too high proportion of leverage.

Then, how possibly does the content of the statistics indicate quite an app-
osite result to the actual observation? The obvious answer is that financial
statement, balance sheets in this case, used for compiling statistical data are
wrong. Most of balance sheets presented by medium size firms are unreliable
due to the following reasons.

In the first place, even though many of medium-size firms are formally
organized as corporate entities, they are practically similar to a single proprie-
torship or a family business concern, i.e. the president of a supposedly limited
liabilities is an actual owner of the company. Under these circumstances,
preparation for financial statements to stockholders is not even required, since
all of stockholders are the active members of higher officers. The only reason
to prepare any financial statement is for loan application summitted to banks
or the use of internal Revenue Service for the tax examination.

Secondly, most of medium-size firms do not understand the principles of
modern accounting system. Even though a few of them understand the basic
concept proper book-keeping and accounting practise for companies of this size
may not be feasible or too much time-consuming. Furthermore, there is no
system of approval by Certified Public Accountants on their financial state-
ments.

Thirdly, it is an open secret that most of firms are heavily depending on
the private money markets for needed working capital. Even though the real
amounts of private liabilities a company holds are secret, it is my impression
that almost more than half of their total debts (of medium size firms) is
consisted of private liabilities. An interesting thing to note is that a company’s
balance sheets does not usually include this portion of private liabilities.

Since money-lenders do not like to be known their names, and amounts
loaned, by outsiders or Internal Revenue Service, and the company has to pay
extra tax on private liabilities if it shows them on its balance sheets, it is quite
understandable as to why most of companies are much reluctant to disclose
the real figure on their liabilities-side. Thus, the amounts of total liabilities
shown on their balance sheets are undoubtedly understated.

And finally, since the lower proportion of liabilities (that is higher current
ratio and lower debt ratio) becomes a better qualification in applying bank




loan, other things |being equal, companies tend. to. hide the. real amounts. of
their debts.
Therefore, to reg

true figures without

hrd financial statements of medium-size firms at least as
qualification would be most likely to.lead quite an. unsound

or dangerous conclusion.

As was indicated |before and will be again stated later, unusally higher pro-
portion of debt, particularly heavy reliance on private liabilities, of medium-size
firms is one of the main causes of financial troubles and risks. And thig is the
chief reason of most of companies to get bankrupted.

3. Short-term financing of medium-size firm

-The most critical |problems of companies seem to be the lack of adequate
working capital. The shortage of working capital means that funds covering
acount-receivables, ihventories, raw materials are not sufficient.
Before explaining the reason for shortage of working capital, it seers to be

useful to discuss briefly the meaning of working capital.

There are two kinds of working capital ; one is “gross” and the other “net”.
1 includes all items that constitute current assets, while
means the access of current assets over current liabilities.

Gross working capir‘{
net working capital 1
When we say working capital, it usually means net. The reason behind secur-

ing adequate working capital is to protect stockholders from the financial crisis

of short-term nature,
opeations due to une

Some: companies

such as in the case of disruption of current regular
kpect or inregular fluctuations.

not possibly secure all needed funds at one time because

their operations are&t‘ighly seasonal. For instance, the nature of needed raw
materials is such that they be purchased during one season for a year around
production requirements. It is quite natural, in. this case, for a company to bor-
row outside funds in jorder to. compensate lack of working capital. This kind
of borrowings should |be regarded as a natural or normal way of doing busin-
ess. However, most pf companies. are having troubles due to inadequate of
working capital for tH

in trouble owing to t

le reason other than the above legitimate one. They. are
hat there are tendencies of investing too heavily on fixed
assets ‘at the time of starting a new business. Businessmen do this yort of
awkward investmnet

for various reasons, such a&s the. inflation: psychology;. the
lack of technical know-how on financal " operations, or to meet collateral: rég-
uirements in.formy of physical assets. o ; ‘ e




In the inflationary economy of such as ours, people tend to think that the
only safe investment would be those on fixed assets. Thus, entrepreneurs put
the entire amounts of initial capital to fixed assets only and plan to rely on
borrowed funds to meet the future need of working capital, Moreover, most
of new venturers do not understand the technical complexity of new business
or the importance of having adequate working capital itself. Therefore, they
tend to regard that investment of fixed assets, such as building a factory,
is sufficient enough in starting a new business. Furthermore, some of them
tend to underestimate the real cost of fixed assets so that they are in financial
trouble even before starting actual business operations.

Secondly, since competition is too severe among medium-size firms in such
that it creates diffculties in collecting account receivables, this certainly requires
more operating funds. '

Thirdly, companies’ miscalculation of future demand and general market
conditions tends to contribute toward unsound management of working capital.

And finally, the lack of working capital seems to be related to the general
psychology of businessmen. It is a sad story to note that there are too many
entrepreneurs who are victims of what professor Galbraith calls “get-rich-
quckly-fantacy”. Their attitude toward ruinning business is so specultive that
many of them become bankrupted due to the shortage of operating funds
resulted from too reckless investments.

1) Bank Borrowings: Since bank borrowings are the cheapest source of avail-
able outside funds, every company tries to use them as many as possible.
Even though some of companies are better positioned than others, depending
upon their credit reliabilities, current financial strength, the type of industry,
and so on, it is a general view that bank loans are too hard to get.

The reason of difficulty obtaining bank loans is, first of all, that banks
themselves do not have enough money to satisfy private industrial needs for
funds. It may be the typical difficulty found in developing countries that (1)
capital is scarce and (2) savings are not efficiently channeled to investments.
Therefore, banks establish a ceiling for ‘each company, and that ceiling is
never high enough to satisfy needed funds of industries.

Secondly, the procedures of applying bank “loans are too complicated for
medium-size firms to get through. One executive of a kniting firm states that
a method of obtaining bank loan is so complicated that all his manpower may

R
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be required in preparing to satisfy banks’ demands. A president of metal pro-
ducts firm says that his company has to get in touch with more than ten
government agencies in order to get bank’s innitial approval. Besides such
time and energy-consuming procedures with banks, a company is not sure
whether its application will be finally approved by bank. Therefore, the
company can not possibly forecast its obtainable funds if it relies on bank
financing. ‘

Thirdly, many executives complain that banks do not do their job as they
should. Since all of d

the loan-decision is

ur commercial banks are actually owned by the government,
sometimes influenced by political dealings. Morever, the

political pressures force to banks to change their policies too suddenly and

sometimes too unredsonably.

After interviewing executives of various companies, it is my impression
that most of compdnies are quite critical to the preseni bank’s policies on
granting loan and they do not regard banks as their reliable source for even
short-term funds.

ii) Private Liabilitips: As was indicated before, the use of private liablities so
as to compensate the inadequate working capital is a well known fact among
business world, particularly to small and medium-size firms. To many of them,

private liabilities are the chief source of working capital. It is, therefore,

interesting to investi
In the first place,
borrowings can not

Secondly, the pro

one telephone call id

of bank borrowings.
while banks require

Thirdly, if a comp
lenders, the compai
liabilities as its finan

The chief supplier

charge at least 5% p
go up depending upo:
note that partners or

their companies. .

gate why companies use them.

companies use private liabilities because available bank-
satisfy their needs for short-term funds.

ecess of getting private liabilities is very simple (usually
good enough), compared to the compliccated procedures
Moreover, private money lenders do not ask collaterals,
reasonable amounts of fixed assets as collaterals.

any maintains a good relationship with private money
)y can obtain funds in any time so that it uses private
cial reserve in the case of emergency.

of private liabilities are extortionate creditors who usually
er month as an interest. The interest charges sometimes
h their customers financial strength. It is interesting to

stockholders sometimes act as an extortioniate creditors to




It is not far from the truth to say that the chief source of funds, particularly
short-term funds, for most of medium size firms is from the private money
markets. This tendency of depending on too expensive funds creates a chaos in
our business community and hinders a sound growth of our private enterprise
system.

4. Long-term financing

Since competition of firms within the industry is quite severe particularly to
small-and medium-firms, the development of new products as well as improving
quality of existing one by investing in equipment and research is almost necess-
ary factor for survival. The rapidly increased exports and industrial production
in recent years enlarge their demand and markets. All these require more
funds for investments. Most of plants and equipment of medium size firms are
too old or out of date. It is very urgent to replace as quickly as possible.

Unlike in the case of short-term finance, banks borrowings and private
liabilities can not be regarded as sourcs of long term finance. Banks are not
traditionally engaged in long-term financing, and the interests charged b)}
private money lenders are too costly to be used in the long-term financing.

In the developed countries such as the United States, the main source for
long term funds is usually obtainable by selling stocks or bonds. Since Korean
capital market is yet to be developed, financial instruments such as stocks or
bonds are not marketable.

Funds for expansion or other investments have been particularly supplied
by net operating profits or reinvestments by existing stockholders. However,
there sources are limited and can not be regarded as reliable factors in the
future.

Some companies use short-term borrowings (current liabilities) so as to fi-
nance planned investments. Even not mentioning higher cost of using them, to
substitute short-term borrowing for long-term investments is what is known as
an unbalanced growth which may eventually lead to a great financial crises.

Every observation from problems in long term financing for medium-size
firms adds up to one conclusion that there is particularly no outside source to
finance the needed investments. This is the real dilemma for a sound devel-
opment of medium size firms.




11 Case stucies of se’ected firms
1. T KNIT GOODS CO., LTD.

Location:  Office..... Da Dong, Seoul
y

Factory ... Shin-dang Dong, Seoul

On April 15, 1951, the company was established

in Pusan as an unlimited company.

in 1953, "moved to Seoul.

in 1965, started to produce sweaters and directly engaged in exports.
in 1966, became a limited company.

Brief history

Producls : knit goods and sweaters.

Capital: - 25,000,000 won.

Number of amployees: 198 7

Management: Chairman, 60 years old, ccllege graduate. President, 44 years old,

college graduate. Executive Director, 40years old, college graduate

Knit Goods Industry and the Firm's Position in the Industry

Since the means |of producing knit goods does not require a large scale of
operations or huge pmounts of capital, most of firms in the industry belong
to small or medium-sized firms. The industry has been particularly benefited
and banks owing to the fact that its products are happeﬁed

most promising export items. The government’s financial

by the government
to be one of the

assistance to the expansion of modern plants have created a sort of production

boom in this indust
severe competition g
The problem of ove

y and resulted in over capacity of production. Thus, the
mong firms has become the characteristics of the industry.
r-production has been recently reduced by the industry’s

aggressive drive to find foreign markets.

There are 98 knil
engaged in directly

goods producing companies in Seoul, but 18 of them are
to export. T Knit-Goods Company has picneered in setting
ment and since then has exported its eatire products of
he annual export of the company was $ 112, 444 while those
v was amounted to $4,856,300. The company’s target

up an export depart
sweaters. In 1965, t
of the whole industs
for this year sets to $1,500,000.

While T company plans to export to the U.S., its chief mérkets has been
Europen countries, particulary to West Germany and Italy. The company has
1 its demand despite that the nature of its products is
he ever changing models or taste. The comparative costs

fairly well forecastes

greatly affected by t

of sweaters productign in Korea is cheaper than other foreign competitors such




as Japan, Taiwan, and Hong Kong, due to lower cost of labors. Thus, the
company has an optimistic view toward future exporting markets.

The raw materials —— synthetic fiber —— for producing sweaters have
entirely imported from Japan. The availability of synthetic fibers is, ‘therefore,
depending upon Japanese busimess conditions in sweater market. If sweater-

‘production is in the state of boom in Japan, her capacity to export raw ma-

terials is adversely affected.

Even though the markets for both export and import have been quite stable
up to now, the future state of T company will be greatly influenced by market
conditions of Japan and Europe.

Short-Term Financing An analysis of funds-flows is practically a study of
revolving process of current assets. The circular flows of current .assets mean
actual business operations in the short run. Let us look at, first of all, how T
company does its operations.

Business starts when the company opens the Letter of Credit (L/C) from
buying countries (European countries). As soon as the company receives L/C
through the Bank fo Korea, which usually takes 10 days, it can order for raw
materials (L/C for raw materials) to Japan. The following diagram is a
detailed process for the opening L/C from buyers to the actual shipment,

which usually takes two months.

—————— Tdays - - Jdays R L/C for Raw materials
L/C open i“'—'“""‘i ]——‘ The Company - .
! - 15days | Raw Material Shipment 3days - -
| Japan to KOREA ————, Custom Services |[—
2 days —— —, Production Period —
————| Factory E— ——— —v[ Export |
_ 30 days SR

The company usually receives the government’s guarantee for the payment
of total raw .materials costs, so that the actual funds to be secured by the
company is only 20% of needed funds. The company does use bank borrow-

ings during the time of purchasing raw materials and has been no difficulty




so far in obtaining them. The company currently holds &, 900,000 won of
loan from the Medium Industry Bank. Thus, as far as working capital is con-
cerned, the company has been doing fairly well.

It’s difficulty comes due to the government’s regulation on the opening of
L/C from Japan. It is the government policy that any order for purchasing
raw materials can be done only after receivivg L/C from the buying country
and that the amouynts of them should be equal to those indicated on buying
Country’s L/C. The company. therefore, is not able to stock any amount of
raw materials, and [thus there is practically no inventories for raw materials.

Therefore, however good the company’s demand forecasting is, an actual
preparedness to meet the future demand is not possible. Since sweaters have
to be produced only| after the time of being received L/C from buying coun-
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tries, the company’s producttion perioed bounds to be sporadic. It is quite often
the situation that the| amounts to be produced for a given period of time are
too heavy for the conjpany. This helps increase the production cost and reduce
the quality of produdts. It also create a situation - that in many times the




company can not meet its production schedule so that the shipment to buying
countries has to be delayed. People in the company are bitterly complaining
about the existing quata-system of purchasing raw materials and told me that
this policy is contradict to the government’s gallant slogan of more ‘export’.

Long-Term Financing: As can be seen from the above graph, the amounts
of sweater export made by the company has been greatly increased in the
recent years. For instance, the amounts ot exports in 1965 are is more than
ten times those that of 1962.

Thus, the scale of production should correspond with such an increasing
demand which in turn would require a great deal of investment on equipment
and manpower. The company has financed such needed funds through extra-
contributions made by the existing stockholdes. However, the amounts

obainable from stockholders were never enough, and therefore conditions of
its factory became in a terrible shape —— most of machines are too old ; the

space of the factory is too small.

The company applied $ 300,000 of Japanese Reparation Funds in order to
purchase new manchines from Japan. The Medium Industry Bank examined
the application and reduce amounts to $80,000. Under this situation, the
company changed the original plan of buying new machines and tried to use
$ 80,000 to enlarge the existing factory. The company thought that this plan
was the last hope to solve the horrible shape of the factory. Unfortunately,
the Bank turned down $ 80,000 in the second examintion without giving any
reasonable why. Therefore, the modernization plan which was so urgent to
the company has become only a dream.

Thus, the last hope for financing urgently needed equipment has disap-
peared. There seems to be no other way to finance, since the financial reserve
of existing stockholders was exausted in the long time.ago. The company
considered using private liabilities from money lenders with the interest of 5%
per month and gave up the idea because of too higher cost of interest.

Other Financial Aspects: The company seems to be very weak in the area
of finance. There is no executives who have any background of finance or
accounting, while all of executives have engineering backgrounds and very
strong on production. Every accounting work has been done by one man, an
accounting clerk.

The company has no experience to make balance sheet, nor required to do




so until it

.a corporation on July 1, 1966. However, 1 obtained a copy

of 1965 -balarice sheet, income sheet, income statement &s well as analyzed

ratios made by b

ks and showed to accounting clerk. The following is a sum-

mary of them.
o (For December, 1965).

A Summary of Financial Conditions of T Knit Goods Co.
Current Assets -6,923, 000 won ‘
Current Liiabilities 8,988, 000

Fixed Assets 23,120,000

Fixed Liadilities 9,705,000

Net Worth 11, 350,000

Net Sales |(for 6 months) 29,256, 000

‘Net Profiy -1, 350,000

Current ratio 77%

Fixed ratic 203.7%

Debt ratio 164.7%

The accounting
and that some of
following balance
that of 1965. Sin
sheet, 1 myself dg

Current Assets :
Cash

Dollar Reserve

Raw Materials

Accrued

Total Current
Assets

Fixed Assets:
Land
Building
Madhines
Trucks
Equipments
Others

Total Fixed Assets

Total -Assats

clerk frankly admits that 196_5 bziléncé sheet is not accﬁratc
figures. may have come out of the blue. He gave me the
sheet of 1966 which seems to be somewhat more reliable than
\ce there is no individual account on each item of balance
» not know how accurate this is.

Balance Sheet of T Knit. Goods Co.

On July, 1966 .
Current Liabilities :
5,220,000 won ~ Bank Borrowings " 8,900,050 won
1, 400,000 - .Bank Guaraniee on L/C 14, 600, 000
4,120,000
| 17,569,000 Total Current
R Liabiiities 28, 500, 000 ‘won
26,300, 000 won
Fiexed Liabilities :
10, 850,000 -won Loan from Stockholders
12, 400, 000 : 6, 100, 000 won
.8, 300, 000 . Capifal 25, 000, 000
950, 000
1,300,000
36, 300, 000 won Total Net Worth 31, 100, 000

54,600,000 'won - -Total Lighilities and Net Worth 54,600, 600




2. D BATTERY CO. LTD., ‘
Location : Office and faCtOI'Y...........................................u.‘...ChOIlg‘RO, Seoul.
Brief history : On Feb., 1946, established as an unlimited -company.
On Jan., 1957, became a corporation.
Products : Battery and Glass Fiber. . -
Capital : Capital......ccoiiiiiiiiii e 500, 000 won
Price per share.........ilo.o o, e '....1,000 won
- Qutstanding shates. . :iivviiiiriniieriiinrienenieenns evererenrninerane 125
Number of stockholders.......coiurieriveriniiiiieiresissenrsniess . 8

Number of employees: 41.
President of the Company : 60 years old, a hlgh school graduate, owned 80% of stocks.

Battery Indnstry and the Company’s Position in It., Battery mdustry is
quite new in that the mass production for.commercial purpose was inaugurated
since 1952 by the emergence of semi tudor as an industrial use. In 1957, the
industry earned $ 300,000 by supplying exclusively to U.S. 8th Army. Ultra-
type of battery was successfully produced in 1963, and since then all types of
batteries that are needed for domestic uses have been supplied by the mdnstry
without relying on imports. o

The domestically self-supplied batteries have greatly csntmbuted in improving
the balance of payments position of Korea. Furthermore, battery-products -are
used almost in every field of industries including fishing, mining, railroad,
transportation, and public utilities. '

Like in the case of knit goeds industry, small and medium-sized flrms are
most feasiable in producing battaries, due to the fact that (1) its markets are
relatively narrow ;. (2) mass production s not feasible, since there.are too
many different types of model ; (3) since 90% of products is produced on -an
order base, aggressive means for distribution are inot possible. There are 26
firms in the industry, and none of them can be regarded as a big .company.

A -crude estimate for financial conditions of the industry was attempted by
The Medium Industry Bank, and the following is the industry’s balance sheets
by percentage prepared by the Bank(MIB).

Balunce Sheet of the Indusiry by Percentage

Current Assets ...........oceevann.n. Fewveedins 51, 1% ©" Current Liabilities .......... imerdeaneieninitenid7.1%
Cash and.Account Receivables ............20.4% Fixed Liabilities .ovuniiiiivcvniiiininienvininn.1.9%
INVEntOries ..oovveervviieiiinie e 23.6% Capital ....coooviviivninnnnne eeeereeeenes cneneren51,0%
OLRETS.ceieniiriier e e errtn e e 7.1% - . ‘ -




Land .oeeiieeiiieeiiein s erre e era e raenieens 9.3%
Building ..... eeneeeeenrhestraventasaasasnrenans 13.19%
EQUIPMENES cuuveriirenisrnanrnrrecnmnnisiisians 15.6%
Others ..viieiciiiiccicira e 10.9%
TOLAL eveveeianrrernirrincrnrenernrensiainsenaraanns 100% TOtal 4oveneiireeievieeir e den e a e 100%

The balance between ownership capital and borrowed funds is relatively
reasonable in that more than 50% of total capitalization is supplied by equity-
funds. However, as was indicated in introduction of this paper, it is very
probable that the contents of liabilities are most likely understated.

The proportion of fixed llablhtxes occupies only 1.9% of total 11ab111t1es and
net worth. This surprisingly small proportion indicates that there is almost no
‘financial source in providing the industry’s needs for long-term funds, except
the stockholder’s plow-back of profits. Another impression from the industry’s
balance sheet is that almost all ownership capital seem to> be used in fixed
assets, and working capital seems to be entirely depending upon the current
debts.

The size of D Battery Company is about the middle of the industry.

Demand Aspects and Short-Term Financing. The government and its
agencies —— Ministry of Communication and other government-owned public
utilities —— are major customers of D Company. In’ purchasing batteries, the
government takes the best offer with respect to piic;é from various bidding
companies. A decision-making process of the government is much more com-
plicated than that of private institutions, and the \aﬁidﬁh‘c:s‘ and timing of buying
batteries are entirely depending upon the national ‘:;udget As too many
unforeseeable factors are involved in the process of’ government budgetmg,
has been extremely difficult to be forceasted by the company

One of characteristics of batteries is their fantastic varieties of models and
sizes.  Since the model has been changed in every year, and the company is
not possible to forecast as what types of products the government will want,
a demand-forecasting has been an extremely difficult task for any firm in the
industry. For this reason, the company has not been able to prepare inventories
for finished products which are undoubtedly a necessary factor for an efficient
operations. The situation becomes more aggravated by the fact that cdmpetition
among firms is very severe. -

What all these add up to is that the demand is neither stable nor foreseeable.




The situation forces the company to produce batteries only when its bidding
has been accepted by the government. During other times, whole process of
production has to be stopped. This has been the chief cause of having difficul-
ties with respect to working capital.

The problem in inadequate working capital has been worsen when the
company obtains. unexpectedly large offers from the government.

The company has been relied on the buttery-producing cooperative to get
helped for needed funds (short-term). This amount has never been enough, and
the company had to borrow from the private money market with 5 per cent
of interest per month. The amounts of private liabilities the company holds
can not be accurately stated, but they seem to be more than five times than
the short-term borrowings (1,090,000 won) indicated on the balance sheet.
The fact that the high-interest private liabilities are the chief source for the
working capital puts the company to a financially vulnerable position. Thus,
almost all of the company’s problems seem to be related as to where and how to
get money to pay interest on private debts, When I was there in talking to the
company’s president, all telephone calls he received were from private money
lenders.

The company does fully realize how dangerous to rely on private money
markets. The company has tried to get bank borrowings in many times. The
president frankly states that, since the procedure in preparing application is
fantastically complicated, to be eligible for bank’s requirements would require
all his employees just to preparing the application. So, “why should we bother
even to try ?” This was the company’s opinion on banks.

The Supplies: Chief materials in producing batteries are zink, rubber, and
glass fiber which 44 per cent of them are imported. In purchasing raw materials,
the company has to pay 70 per cent of them for cash. The company has been
engaged in producing glass fiber since the last year.

The turnover of working capital takes usually a month, and the needed

amounts for a single turnover are 2,500,000 won. Its components are as follows :
Raw Materials .......ovovvvieinniinieninniiineennes 1,000,000 won




The Future Prospeect: Because of the sporadic demand and severe competi-
tion, profits fromr producing battery has not been satisfactory (20 per cent of
profit margin). The company seems to regard that the future prospect of bat-
tery production would not be very bright.

For a long-run objective, the company plans a mass preduction of glass fiber
and spent 20,000,000 won in order to invent a new machine for it. The
chief raw material for glass fiber is sand whose supplies are almost limitless.
Pue to a determined effort made by the company’s president, the company
has obtained all needed techniques for the production.

The demand aspect for glass fiber is fantastic in that, beside using battery
production, its possible uses as a conductor for heat and electricity are almost
limitless. The company’s presidént believes. that domestic self-supplying of glass
fiber would give a revolutionary benifit to every aspect of our industry and
would greatly contribute to the balance of payments position.

The prob[em is where to get such needed funds (3,000, 000 won per machine).
The company applied a long-term loan to the Medium Industry Bank, but the
application was turned down. Since the interest on private liabilities is too
expensive, and the company has already been too highly relied on them, the
private monejr market is impossible to be used for this purpose. It is really
unfortunate that such a bright idea can not be materialized due to the lack of
funds. It’s -also- regretable to note that we do not have any financial institu-
tiori to help such a necessary project. '

3. K CHEMICAL CO., LTD.

Location : ' " Office, Choong-mu-Ro, Seoul. Factory, Yung-Dung-Po, Secoul.
Brief history : o In 1983, established as an unlimited company.

S _In 1965, became a corporation.

Products: . "Chemicals for pai)ér products.

Capital : 5,000,000 won.

Numer of employees:. 40, :

President of the company : 36 vears old, college graduate, owned 80‘%; of the total shares.

Short Term Financing: Since the company’s chief customer has been the
paper industry, its sales are entirely dependmg upon how the paper industry
is doing. The demand for paper is affected by the level of per capital income

and the scope of industrial development of the nation. The company estimates
that its demand would. be- doubled by the year of 1967.




There are only four companies in the industry, and K Chemical Company
is the largest one with respect to the volume. of sales, The annual production
for the year of 1965 was 41,255,000 won,

The company has been successful in forecasting future demand- the future
prospect of paper industry. Its demand has been stable and continuously grow-
ing. Sales are made on order-basis, and the turnover of the account receivables
has been less than two months.

Major raw materials to be used by the company are pine resin and maleic
anhidride. Pine resin comes from pine trees, which are entirely spplied by the
domestic forests, The production period for pine resin is limited from April to
October, and therefore thel company- has to purchase the yearly needed pine
resin during these seven months. This creates a problem of working capitial.
The amounts needed financing raw materials have been partially supplied by
the Medium Industry Bank and the private money market. However, the
amounts of borrowings were never enough so as to stock needed pine resin.
Therefore, the company had to purchase the amounts of shortage from indivi-
dual pine resin dealers with higher price. (during the off seasons)

The proportion of private liabilities (paying 4% of interest per month) to
the total borrowed funds is about 40%, and the company regards this propor-
tion as maximum level it can go. One of the company’s directors states that
to have a given portion of private liabilities is essential as a financial reserve
for emergency due to their convenience and flexibility to get.

Since the pine resin production is harmful to pine trees, it is directly con-
tradictory to the government’s conservation policy. Under this circumstances,
the area of producing pine resin is limited to mountains which have received
felling permission from the government. The government regulation has not
impaired procurement of pine resin so far, however it may do so in future.

Maleic anhidride — other needed materials — has been imported from Japan.

Long Term Financing: The characteristic of producing chemicals for paper
products is such that it is relatively easy for the new comers entering to the
industry. This is due to the fact that (k) producing chemicals is simple and
that (2) needed machines are not expensive. Therefore, constantly developing
new products is an essential element in surviving from competition.

The company has spent a great deal of money in research for new products
development. As a matter of fact, its research department is best equipped in




the whole comipany. There are more than five of well-trained engineers.

The company has successfully financed the ever increasing research expenses
through exceptionally higher profit during initial operations of 1963. However,
profits during the recent years have not been adequate, and therefore the company
should find another resource to continue its planned expansion on research
activities. One of new activities is to produce chemicals for surgery whose
production method is quite similar to that of regular chemicals. Like the case
of other medium size firms, the company does not seem to have any reliable
source to obtain needed funds for long-term investment.

Other Financial Aspects: 1966 balance sheets of the company is presented
on the following page. The company directors insist that the balance sheet
should be reasonably accurate. Since the company would not show me separate
accounts on each item of balance sheets, 1 do not know how “reasonable”
this would be. However, the direcior in charge of Accounting and Finance
seems to be well trained and to be competent in his job. '

K CHEMICAL COMPANY, LTD.
Balance Sheets

May 31, 1966
......................................................... 95,544 won
.................................... 2,046, 000
.............................. 1, 862, 000
.................................... 1,610,776
....................................... 4,507,545
...................................................... 250, 000
Total Current Assets 10, 371,865 weon
Buildings ....oiieenicimmenniciianinen 1,652,000
Plant and Equipment.......cccoeors
TrUCKS vvvrrereenrevnrranrinranrrnerearaanes
Land .ovvereieereceniriereeiieensirrienrreenaanns
OLHETS  ceevrevvreensresserrsmmessnisssrunsansreeannnrrases

Total Fixed Assets
Prepaid items ....cuvueereriiiniinineereisenninnaes

Total Assets 17,411,465 won
Note Payables.....c.ceiimrniiiininnemmrnriresene 1, 829, 800 won
Account Payables ......oceiiiviiirininniniecinnn 1,494,402
Accrued JemS ...ciiieiiiiiiein i 57,139
Borrowings from Stockholders ............... 4,000, 000
Other short-term Borrowings..........o.oeeees 2, 700, 000

Total Current Liabilities 10,081, 345
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Retained Earnings........cooooivvvvveninnniennn, 4,660, 240
Total Liabilities & Net Worth......117, 411, 465 won
Note: indicated fixed assets are after depreciation.

The company is alse inherited by the common characteristics of our medium
size firms, i.e. there are (1) no long-term debts and (2) no outstanding bond.
The item of Other Short-Term Borrowings seems to include about the half of
total private liabilities the company is holding. Since the balance sheets does

not seem to be accurate, T would not attempt to analyze it.

4. D MANUFACTURING COMPANY

Location Office : So-Kong dong, Seoul
Factorizs : Yung-Dung-po, Seoul
Kim-chun, Kyung Book
Brief history In 1984, established as a partaership
In 1955, became a corporatiion
Products Grass-root wall paper
Capital Initial Capital 5,000,000 won
Price per share 1,000 won
Cutstanding shares 5,000 shares
Number of Stock
hoders
president owns 60 per cent of the total shares
Number of Employee : 150

Marketing: Beside producing grass-root wallpaper, D Manufacturing Company
has engaged in directly exporting its products since 1964. As a matter of fact,
the production of the company’s goods are oriented toward foreign markets,
particularly to Japan and the U.S. In 1965, the company exported $ 290,000
of grass-root wallpaper and plans to increase up to $ 500,000 for this year.

Most of sales are made by letters, advertisements on foreign magazines, and
personal contacts. 80 per cent of whole sales are done by a personal contacts
with Japanese buyers by the company president. The foreign demand has been
fairly stable, and the company so far has forecasted well for the future market
conditions.

The price of exporting grass root has been set by Grass-Root Exporting
Cooperative under the auspices of The Ministry of Commerce. The Cooperative
classifies products into three groups (1) regular; (2) semi-heavy; (3) heavy,

and sets prices for each group by considering average price for the past, its
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cost of production, and foreign market conditions. The idea behind the Coo-
perative’s co-ordination is to prevent unnecessary competitions among domestic
firms and to protect from possible changes in foreign market price. This Coo-
perative’s price is known as “checking price”, and exporting companies are
free to adjust with in the margin of 10 per cent plus and minus.

Short-Term Financing: Grass roots are, of course, the chief raw materials
for the wallpaper. However, grass-roots are products of yellow roots which
are in turn made by arrow roots. Thus, it takes three stages of production
process to come out as grass roots. The Exporting Cooperative assigns amounts
and areas to be produced, and the company buys directly from the Cooperative.

All needed arrow roots are supplied domestically, and they can be obtainable
only during June, July and August—June products are the best. Under these
circumstances, the company has to acquire the whole yearly needed amounts
during these three months, This requires a large sum of money during sum-
mer time. The company has been relied on banks and private money markets
to obtain extra-needed funds. For the last year, the company could acquire
22,000,000 won from short-term borrowings—80 percent of them from banks
and the remainder from private money market with interest of percent 5 per
month. The amount, however, has never been enough so that the company
could stock only half of all needed raw materials. Therefore, the company
had to buy more arrow roots by individual producers (of yellow roots) paying
extra-higher price during the off-seasons.

The company seems to have a good relationship with The Medium Industry
Bank and can usually get the maximum amounts of loan that the Bank ass-
igns for each company. However, the ceiling set by the Bank was not adequ-
ate to fill the need of working capital of the company. The chief limitation on
bank borrowings is the lack of collaterals the company can offer. The amount
of borrowings from the private money markets (20 percent of total borrowings)
at the present time is the maximum the company can rely on. Thus, the
company’s problem on getting adequate working capital would not seem to be
quickly solved.

In buying raw materials or selling grassroots wallpaper, the company does
business with 100 percent of cash base. A turnover of working capital takes

For Raw Materials ...ccoeiiiveniieniiiiiiiinienrecnannans 5,000, 000 won




o O 20, 000
| N U 1,000, 000
Sales and Administration ........ceoeeeeerenireerannnn. 1, 500, 000
Others it e s 1, 500, 000
Total e 9,020,000 won

about a month, and the required amount is approximately 9,020,000 won.
A detailed cost schedule is as above.

As can be seen from cost-table, labor cost is less than 1/9 of total costs.
This is due to the fact that there is plenty of cheap lador in country side.
Another factor that gives comparative advantage to Korea’s grass roots is its
excellent quality. Since most of our mountains are in a shortage of trees, the
lack of trees helps arrow roots grow straight and gets more sunlight than those
in thick forests.

Long-Term Financing: The company has financed its severe-increasing
export through profits from operations. This has been possible owing to the
fact that costs of equipment and labor in producing grass-roots wallpaper take
relatively moderate amount of funds.

Since 1965, the company has planned to go into another line of business—
chemicals, and invested substaintial amounts of money to build a new factory.
Most of needed funds for this new project came from short-term borrowings. As
can be seen from the balance sheet (presented on the next page), fixed assets
at March, 1966 was amounted to 24,920,348 won compared to 1,095,009 won
of March, 1965. Most of increased amount was used for buildings and land.
This was financed by bank borrowings of 29,150,731 won, long-term borrow-
ings of 5,000,000 won and private liabilities which was not indicated on the
company balance sheet.

D MANUFACTURING COMPANY, LTD.

Balance Sheet
March 31, 1956 and 1966

(won)
1965 1566
Assets
CasH. it e 664,428 329,611
Account Receivables...........ueeuveeuiveeieeriiressrenns 776,348 47,452
Finished Goods ..v.uuvivviiieeiiieeieeieece e, 1,785,313 1,827,277
Semi-Finished Goods ..........ccovevveiiivininrerennnns 2,652,323 3,182,657

Raw Materials .........ccccceviiinniniiiieeniiereiieees 3,160,636 5,814, 866




Imported Raw Matarials.. oo, 290, 394 4,571,426
GOOds 1N ProCesS covveiiiieveeeearinriesianrreimeasnins 323,779 1,638, 395
Loans on Officres and Employees.........c.coooceene 90, 850 937,479
Prepaid EXDEnses ......veieereeereeneirmvierrrimessranes 68,503 137,303
Securty Funds ..ooovvciiiiiiinii 1,112,922 635,192
Emplyees’ Draws in Advance ........ccccoveiieennn 1,170, 141 5,049, 756

Total Current ASSELS cuuieveiverreernaminiseeiiesinen 12,295,938 23,691,420
BUildings. .ceeeeeereeeeeeeiiceiiiniiiieiree e aee e 8,000 14,296,436
Plant and Equipment .....ccccoviviovimmieeinninenien 748,017 3,243,562
Land oooeerieiiei et s s e 6,114,591
Others oveeviecerre et 338,992 1,265, 759
Miscellaneous Investment 20, 000
Accrued IemS viovirrireici et 50, 843

T 088l ASSCIS evvreevrrinrvarnererraneraanriasorses srans 13, 441,790 48,611,768

Liabilities

Bank BOrTOWITIES .uuvvereieienninimirrnsseirnnesns 5,975, 394 29,150,731
Accrued WEEES .cviirriiiii i 493, 228 2,907,749
Brrowings from
StockROIErS ovtvveeeneeiirrrerrinreieeaer e enns 1,075,618 1,754, 666

Total Current Liabilities ......ooiiviiiiiiiinnninnns 7,544,245 33,813,146
Long-term Borrowings 5, 000, 000
Capital....overereirriiiie e 5, 000, 000
Retained Earnings........coovviiiiiiiininninieeenenn 897,550 4, 800, 621
Total Liabilities and Net worth......c.coovniiianns 13, 441,790 48,611,768

Directors of the company admit their awkward financing method, that is, to
finance fixed investment through short-term borrowing. Even though the
company received a long-term loan from the bank, 5,000,000 won was mnot
simply adequate for new project. One of directors states that there is no way
to finance new venture without going to short term borrowings, since there is
no financial institutions being oriented to deal with long-term needs of funds
for private enterprises.

Other Financial Aspects: D Manufacturing Company, like of others, does
not keep seperate accounts for each item on balance sheet, particularly those
on fixed assets. Only some portion of private liabilities is included on the ace-
ount of current liabilities, so that the real current ratic would be much worse
than the present ratio of 0.71 : 1. There seems to be no systematic procedure

for capital budgeting.

-



